RESOLUTION NO. OB -009

A RESOLUTION OF THE OVERSIGHT BOARD OF THE SUCCESSOR
AGENCY TO MORGAN HILL, REDEVELOPMENT AGENCY
APPROVING THE LOW AND MODERATE INCOME HOUSING FUND
DUE DILIGENCE REVIEW

WHEREAS, the California state legislature enacted Assembly Bill x1 26 (the “Dissolution Act”) to
dissolve redevelopment agencies formed under the Community Redevelopment Law (Health and
Safety Code section 33000 et seq); and

WHEREAS, Assembly Bill 1484, Statutes of 2012 (“AB 1484™), was enacted June 27, 2012 to
amend various provisions of the Dissolution Act; and

WHEREAS, pursuant to Health and Safety Code sections 34179.5 and 34179.6 the Successor
Agency to the former Morgan Hill Redevelopment Agency (the “Successor Agency”) shall cause to
be completed by October 1, 2012, a due diligence review of the low and moderate income housing
fund to determine the unobligated balances available for transfer to taxing entities (the “LMIH Due
Diligence Review™) and provide the results to its Oversight Board (the “Oversight Board”), the
Santa Clara County Auditor-Controller (the “Auditor-Controller”), the State Controller, and the
Department of Finance (“DOF”); and

WHEREAS, in accordance with Health and Safety Code section 34179.5(a), the Successor Agency
requested and the Auditor-Controller agreed to complete the LMIH Due Diligence Review; and

WHEREAS, on October 8, 2012, the Oversight Board convened a public comment session to
consider the completed LMIH Due Diligence Review attached hereto as Exhibit A; and

WHEREAS, following at least five business days from the public comment session, the Oversight
Board shall review, approve, and transmit to the DOF and the Auditor-Controller the LMIH Due
Diligence Review no later than October 15, 2012; and

WHEREAS, the Oversight Board now wishes to approve and transmit the LMIH Due Diligence
Review in accordance with Health and Safety Code section 34179.6.

NOW, THEREFORE, BE IT RESOLVED that the Oversight Board hereby finds and determines
that the foregoing recitals are true and correct, and together with the following documents and
information form the basis for the approvals, authorizations, findings, and determinations set forth
in this Resolution: (!) the LMIH Due Diligence Review, (2) the information provided by the
Successor Agency staff, and (3) information provided by the public at the publiv comment session
convened by the Oversight Board on October 8, 2012, as required under Health and Safety Code
section 34179.6(b).

BE IT FURTHER RESOLVED that in accordance with the Dissolution Act and AB 1484, the
Oversight Board hereby approves the LMIH Due Diligence Review in the form attached hereto as
Exhibit A, including the reported amount of cash and cash equivalents that are available for
disbursement to taxing entities as determined according to the method provided in Health and
Safety Code section 34179.5,
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BE IT FURTHER RESOLVED that the Oversight Board hereby authorizes and directs the
Successor Agency staff to transmit this Resolution and the approved LMIH Due Diligence Review
to DOF and the Auditor-Controller no later than October 15, 2012, and take all actions otherwise
necessary under the Dissolution Act and AB 1484 to ensure the validity of the LMIH Due Diligence

Review.
PASSED AND ADOPTED by the Oversight Board of Morgan Hill at a Special Meeting held on
the 15" day of October 2012, by the following vote:

AYES: Board members: Don Gage, Steve Kinsella, Pete Kutras, Steve Tate,
Angela Rivera, George Putris, Wes Smith

NOEKES: Board members: None
CM fﬁ %

ABSENT:  Board members: None
Chair - Oversight Board@f the Successor Agency
to the Morgan Hill Redevelopment Agency

Attest:

Irma Torrez, Clerk of t Bg\ard

3 CERTIFICATION 8

1, Irma Torrez, City of the Oversight Board of the City of Morgan Iill, California,
do hereby certify that the foregoing is a true and correct copy of Resolution No. OB-009,
adopted by the Oversight Board at a Special meeting held on October 15, 2012.

WITNESS MY HAND AND THE SEAL OF THE CITY OF MORGAN HILL,

DATE: A'(/;Z 4/’ 2 QQJM %

Irma Torrvez, Clerk of the ard
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ounty of Santa Clara

Finance Agency

Counly Government Center

70 West Hedding Strect, East wing, 2ncl Floor
_ San Jose, California 951101705

(408} 200-5205  FAX: {(4¢08) 287-7G29

Friday, October 5, 2012

Hon. John Chiang, State Controller
P.O. Box 942850
Sacramento, CA 94250

Ms. Ana Matosantos, Director
Department of Finance

915 L Street

Sacramento, CA 95814

City of Morgan Hill Successor Agency
17575 Peak Ave.
Morgan Hill, CA 95037

City of Morgan Hill Oversight Board
17575 Peak Ave.
Morgan Hill, CA 95037

Re:  Morgan Hill Successor Agency Due Diligence Review for Low and Moderate
Income Housing Funds Pursuant to Health and Safety Code Scction 34179.5

Dear State Controller, Department of Finance, Oversight Board, and Successor Agency:

We present this Due Diligence Report for the Morgan Hill Successor Agency (“Agency”) in
accordance with Health and Safety Code section 34179.5. The agreed upon procedures were
performed by Macias Gini & O’Connell LLP, retained under contract by the Santa Clara County
Finance Agency, Management of the Successor Agency is responsible for the accounting
records,

The information presented in this report meets the requirements of Health and Safety Code
section 34179.5 for the Low and Moderate Income Housing Funds of the Agency. The County
Finance Agency has verified all information with the establishment of assets and liabilities per
the draft agreed upon procedures report, pursuant to Health and Safety Code section 34182,

i
/"
1

Board of Supervisors: MiKe Wassernman, George Shirakawa, Dave Corlese, Ken Yeager, Liz Kniss )
County Exccutive: Jetfrey V. Smith oots




Oversight Board of the
City of Morgan Hill
Resolution No. 0B-009

Pssedof3 Housing Due Diligence Report for the Morgan Hill Successor Agency
Friday, October 5, 2012
Page 2 of 2

"The amount to be remitted to the Auditor-Controller for distribution to taxing entities pursuant to
Health and Safety Code section 34179.6 is shown in Aftachment B as $0 as of June 30, 2012,

Respectfully submitted,

gt

Vinod K. Sharma, C.P.A.
Director of Finance
County of Santa Clara

Aftachments:
Attachment A — Agreed-Upon Procedures and Findings
Attachment B — Summary of Balances Available for Allocation
Attachment C — Asset Transfers for February 1, 2012 to June 30, 2012
Appendix | - State Controller’s Asset Transfer Review
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City of Morgan Hill, Successor Agency to the
Redevelopment Agency of the City of Morgan Hill

Attachment A — Agreed-Upon Procedures and Findings
Low and Moderate Income Housing Funds

The agreed-upon procedures, as it relates to the Low and Moderate Income Housing Funds of the former
Agency and the Successor Agency, and findings are as follows:

1.

Obtain from the Successor Agency a listing of all assets that were transferred from the former
redevelopment agency to the Successor Agency on or about February 1, 2012. Agree the amounts on
this fisting to account balances established in the accounting records of the Successor Agency.
Identify in the Agreed-Upon Procedures (AUP) report the amount of the assets transferred to the
Successor Agency as of that date,

Finding: We obtained from the Successor Agency a listing of all assets that were transferred from the
former redevelopment agency to the Successor Agency on or about February 1, 2012 and agreed the
amounts, which totaled $75,599,616 as of February 1, 2012, to the account balances established in the
accounting records of the Successor Agency.

IT the State Controlier’s Office has completed its review of transfers required under both Sections
34167.5 and 34178.8 and issued its report regarding such review, attach a copy of that report as an
exhibit to the AUP report.

Finding: ‘The State Controller’s Office has issued its Asset Transfer Review Report (SCO Report)

~ dated August 28, 2012 of the Morgan Hill Redevelopment Agency for the period from January 1,

2011 through January 31, 2012, as required by HSC Sections 34167.5. The State Controller’s Office
has not completed its review of transfers required under Section 34178.8, The accompanying SCO
Report is included as Appendix 1. Per review of the accompanying SCO Report and management
representations, there were no findings of inappropriate transfers using Low and Moderate Income
Housing funds.

If this has not yet occurred, perform the following procedures:

A. Obtain a listing prepared by the Successor Agency of transfers (excluding payments for goods
and services) from the former redevelopment agency to the city, county, or city and county that
formed the redevelopment agency for the period from January 1, 2011 through January 31, 2012.
For each transfer, the Successor Agency should describe the purpose of the transfer and describe
in what sense the transfer was required by one of the Agency’s enforceable obligations or other
legal requirements, Provide this listing as an attachment to the AUP report.

Finding: This procedure is not applicable as the State Controller’s Office has issued its Asset
Transfer Review report for the period from January 1, 2011 through January 31, 2012.

B, Obtain a listing prepared by the Successor Agency of transfers (excluding payments for goods
and services) from the Successor Agency to the city, county, or cify and county that formed the
redevelopment agency for the period from February 1, 2012 through June 30, 2012, For each
transfer, the Successor Agency should describe the purpose of the transfer and describe in what
sense the transfer was required by one of the Agency’s enforceable obligations or other legal
requirements, Provide this listing as an attachment to the AUP repott,

Finding: Upon the Agency’s dissolution and pursuant to the City Council Resolution No. 6504
approved on January 18, 2012, the City, as Housing Successor, assumed the former Agency’s
housing assets. We obtained a listing prepared by the Successor Agency of transfers from the
Successor Agency to the City for the period from February 1, 2012 through June 30, 2012,
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See Attachment C for the listing of transfers with descriptions of the purpose and in what sense
the transfer was required by one of the Agency’s enforceable obligations or other legal
requirements.

For each transfer, obiain the legal document that formed the basis for the enforceable obligation
that required any {ransfer, Note in the AUP report the absence of any such legal document or the
absence of language in the document that required the transfer.

Findings: As noted in procedure 2A above, the State Controller’s Office has issued its Asset
Transfer Review report for the period from January 1, 2011 through January 31, 2012, Therefore,
this procedure is not applicable.

As noted in Procedure 2B above, asset transfers were permitted by the Health and Safety Code
(HSC), and not an enforceable obligation. Therefore, this procedure is not applicable. We
obtained documentation indicating that the California State Department of Finance completed its
review of the Housing Asset Transfer Form (Form) submitted pursuant to HSC Section
34176(a)(2) for the period February 1, 2012 through August 1, 2012 and did not object to any
assets or transfers of assets identified on the Form, as described in Attachment C.

3. If the State Controller’s Office has completed its review of transfers required under both Sections
34167.5 and 34178.8 and issued its report regarding such review, attach a copy of that report as an
exhibit to the AUP report.

Finding: The State Controller’s Office has issued its Asset Transfer Review Report (SCO Report)
dated August 28, 2012 of the Morgan Hill Redevelopment Agency for the period from January I,
2011 through January 31, 2012, as required by HSC Sections 34167.5. The State Controller’s Office
has not completed its review of transfers required under Section 34178.8. The accompanying SCO
Report is included as Appendix 1. Per review of the accompanying SCO Report and management
representations, there were no findings of inappropriate transfers using Low and Moderate Income
Housing funds.

If this has not yet occurred, perform the following procedures:

A. Obtain a listing prepared by the Successor Agency of transfers (excluding payments for goods

and services) from the former redevelopinent agency to any other public agency or to privafe
parties for the period from January 1, 2011 through January 31, 2012. For each transfer, the
Successor Agency should describe the purpose of the transfer and deseribe in what sense the
transfer was required by one of the Agency’s enforceable obligations or other legal requirements.
Provide this listing as an attachinent to the AUP report.

Finding: This procedure is not applicable as the State Controller’s Office has issued its Asset
Transfer Review report for the period from January 1, 2011 through January 31, 2012.

Obtain a listing prepared by the Successor Agency of transfers (excluding payments for goods
and services) from the Successor Agency to any other public agency or private parties for the
period from February 1, 2012 through June 30, 2012, For each transfer, the Successor Agency
should desctibe the purpose of the transfer and describe in what sense the transfer was required
by one of the Agency’s enforceable obligations or other legal requirements. Provide this listing as
an attachment to the AUP report,
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Finding: We obtained a listing prepared by the Successor Agency of transfers from the Successor
Agency to any other public agency or to private parties and noted that the Successor Agency did
nof list any transfers during the period from February 1, 2012 through June 30, 2012,

C. For each transfer, obtain the legal document that formed the basis for the enforceable obligation
that required any fransfer. Note in the AUP report the absence of any such legal document or the
absence of language in the document that required the transfer.

Findings: This procedure is not applicable following the findings in Procedures 3A and 3B
above.

Perform the following procedures:

A. Obtain from the Successor Agency a summary of the financial transactions of the Redevelopment
Agency and the Successor Agency in the format set forth in the attached schedule for the fiscal
periods indicated in the schedule. For purposes of this summary, the financial transactions should
be presented using the modified accrual basis of accounting. End of year balances for capital
assets (in total) and long-term liabilities (in total} should be presented at the bottom of this
summary schedule for information purposes.

B. Ascertain that for each period presented, the total of revenues, expenditures, and transfers
accounts fully for the changes in equity from the previous fiscal period.

C. Compare amounts in the schedule relevant to the fiscal year ended June 30, 2010, to the state
controller’s report filed for the Redevelopment Agency for that period.

D. Compare amounts in the schedule for the other fiscal periods presented to account balances in the
accounting records or other suppoiting schedules. Describe in the report the type of support
provided for each fiscal period.

Finding: This procedure pertains to the Successor Agency as a whole as such this procedure will be
addressed in the agreed-upon procedures report that is due on December 15, 2012, pursuant to
guidance provided by the DOF,

Obtain from the Successor Agency a listing of all assets of the Low and Moderate Income Housing
Fund as of June 30, 2012 for the report that is due October 1, 2012 and a listing of all assets of all
other funds of the Successor Agency as of June 30, 2012 (excluding the previously reported assets of
the Low and Moderate Income Housing Fund) for the report that is due December 15, 2012, When
this procedure is applied to the Low and Moderate Income Housing Fund, the schedule attached as an
exhibit will include only those assets of the Low and Moderate Income Housing Fund that were held
by the Successor Agency as of June 30, 2012 and will exclude all assets held by the entity that
assumed the housing function previously performed by the former redevelopment agency. Agree the
assets so listed to recorded balances reflected in the accounting records of the Successor Agency. The
listings should be attached as an exhibif to the appropriate AUP report.

Finding: We obtained from the Successor Agency a listing of all assets of the Low and Moderate
Income Housing Fund as of June 30, 2012 and agreed the assets listed to the recorded balances
reflected in the accounting records of the Successor Agency. The Successor Agency reported 1o
assets of the Low and Moderate Income Housing Fund held by the Successor Agency at
June 30, 2012,

Obtain from the Successor Agency a listing of asset balances held on June 30, 2012 that are restricted
for the following purposes:

A, Unspent bond proceeds:
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it,

iii.

B.

i

iii.

C.

i.

‘s
11.

iii.

D.

Obtain the Successor Agency’s computation of the restricted balances (e.g., total proceeds
less eligible project expenditures, amounts set aside for debt service payments, etc.)

Trace individual components of this computation to related account balances in the
accounting records, or to other supporting documentation (specify in the AUP report a
description of such documentation).

Obtain from the Successor Agency a copy of the legal document that sets forth the restriction
pertaining to these balances. Note in the AUP report the absence of language restricting the
use of the balances that were identified by the Successor Agency as restricted.

Grant proceeds and program income that are restricted by third parties:

Obtain the Successor Agency’s computation of the restricted balances (e.g., total proceeds
less eligible project expenditures).

Trace individual components of this computation to related account balances in the
accounting records, or to other supporting documentation (specify in the AUP report a
description of such documentation).

Obtain from the Successor Agency a copy of the grant agreement that sets forth the restriction
pertaining to these balances. Note in the AUP report the absence of language restricting the
use of the balances that were identified by the Successor Agency as restricted.

Other assets considered to be legally restricted:

Obtain the Successor Agency’s computation of the restricted balances (e.g., total proceeds
less eligible project expenditures).

Trace individual components of this computation to related account balances in the
accounting records, or to other supporting documentation (specify in the AUP report a
description of such documentation).

Obtain from the Successor Agency a copy of the legal document that sets forth the restriction
pertaining to these balances. Note in the AUP report the absence of language restricting the
use of the balances that were identified by Successor the Agency as restricted.

Attach the above mentioned Successor Agency prepared schedule(s) as an exhibit to the AUP
repoit. For each restriction identified on these schedules, indicate in the report the period of time
for which the restrictions are in effect. If the restrictions are in effect until the related assets are
expended for their intended purpose, this should be indicated in the report.

Finding: We noted the Successor Agency did not have restricted asset balances held on
June 30, 2012.

7. Perform the following procedures:

A,

Obtain from the Successor Agency a listing of assets as of June 30, 2012 that are not liquid or
otherwise available for distribution (such as capital assets, land held for resale, long-terin
receivables, etc.) and ascertain if the values are listed at either purchase cost (based on book value
reflected in the accounting records of the Successor Agency) or market value as recently
estimated by the Successor Agency.

If the assets listed at 7.A. are listed at purchase cost, trace the amounts to a previously audited
financial statement (or to the accounting records of the Successor Agency) and note any
differences.

For any differences noted in 7.B., inspect evidence of disposal of the asset and ascertain that the
proceeds were deposited into the Successor Agency trust fund, If the differences are due to
additions (this generally is not expected to occut), inspect the supporting documentation and note
the circumstances.
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D,

If the assets listed at 7.A. are listed at recently estimated market value, inspect the evidence (if
any) supporting the value and note the methodology used. If no evidence is available to support
the value and/or methodology, note the lack of evidence.

Finding: We noted the Successor Agency did not have asset balances that were not liquid or
otherwise available for distribution on June 30, 2012.

8. Perform the following procedures:

A.

ii.

iii.

iv.

B.

ii.

iii.

C.

If the Successor Agency believes that asset balances need to be retained to satisfy enforceable
obligations, obtain from the Successor Agency an itemized schedule of asset balances (resources)
as of June 30, 2012 that are dedicated or restricted for the funding of enforceable obligations and
perform the following procedures, The schedule should identify the amount dedicated or
restricted, the nature of the dedication or restriction, the specific enforceable obligation fo which
the dedication or restriction relates, and the language in the legal document that is associated with
the enforceable obligation that specifies the dedication of existing asset balances toward payment
of that obligation.

Compare all information on the schedule to the legal documents that form the basis for the
dedication or restriction of the resource balance in question,

Compare all current balances to the amounts reported in the accounting records of the
Successor Agency or to an alternative computation.

Compare the specified enforceable obligations to those that were included in the final
Recognized Obligation Payment Schedule approved by the California Department of Finance.

Attach as an exhibit to the report the listing obtained from the Successor Agency. Identify in
the report any listed balances for which the Successor Agency was unable to provide
appropriate restricting language in the legal document associated with the enforceable
obligation.

If the Successor Agency believes that future revenues together with balances dedicated or
restricted to an enforceable obligation are insufficient to fund future obligation payments and thus
retention of current balances is required, obtain from the Successor Agency a schedule of
approved enforceable obligations that includes a projection of the annual spending requirements
to satisfy each obligation and a projection of the annual revenues available to fund those
requirements and perform the following procedures:

Compare the enforceable obligations fo those that were approved by the California
Department of Finance. Procedures to accomplish this may include reviewing the letter from
the California Department of Finance approving the Recognized Enforceable Obligation
Payment Schedules for the six month period from January 1, 2012 through June 30, 2012 and
for the six month period July 1, 2012 through December 31, 2012.

Compare the forecasted annual spending requirements to the legal document supporting each
enforceable obligation.

a. Obtain from the Successor Agency its assumptions relating to the forecasted annual
spending requirements and disclose in the report major assumptions associated with the
projections,

For the forecasted annual revenues:

a. Obtain from the Successor Agency ifs assumptions for the forecasted annual revenues
and disclose in the report major assumptions associated with the projections.

If the Successor Agency believes that projected property tax revenues and other general purpose
revenues to be received by the Successor Agency are insufficient to pay bond debt service
payments (considering both the timing and amount of the related cash flows), obtain from the
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Successor Agency a schedule demonstrating this insufficiency and apply the following
procedures to the information reflected in that schedule:

i.  Compare the timing and amounts of bond debt service payments to the related bond debt
service schedules in the bond agreement.

ii. Obtain the assumptions for the forecasted property tax revenues and disclose major
assumptions associated with the projections.

ili.  Obtain the assumptions for the forecasted other general purpose revenues and disclose major
assumptions associated with the projections,

D. If procedures A, B, or C were performed, calculate the amount of current unrestricted balances
necessary for retention in order to meet the enforceable obligations by performing the following
procedures.

i.  Combine the amount of identified current dedicated or restricted balances and the amount of
forecasted annual revenues to arrive at the amount of total resources available to fund
enforceable obligations.

ii, ~ Reduce the amount of total resources available by the amount forecasted for the annual
spending requirements. A negative result indicates the amount of current unrestricted
balances that needs fo be retained.

iii.  Include the calculation in the AUP repott.

Finding: We noted the Successor Agency did not have asset balances as of June 30, 2012 that need
to be retained to satisfy enforceable obligations.

9, If the Successor Agency believes that cash balances as of June 30, 2012 need to be retained to satisfy
obligations on the Recognized Obligation Payment Schedule (ROPS) for the period of July I, 2012
through June 30, 2013, obtain a copy of the final ROPS for the period of July 1, 2012 through
December 31, 2012 and a copy of the final ROPS for the period January 1, 2013 through June 30,
2013. For each obligation listed on the ROPS, the Successor Agency should add columns identifying
(1) any dollar amounts of existing cash that are needed to satisfy that obligation and (2) the Successor
Agency’s explanation as to why the Successor Agency believes that such balances are needed to
satisfy the obligation. Include this schedule as an attachment to the AUP report,

Finding: We noted the Successor Agency does not have cash balances as of June 30, 2012 that need
to be retained to satisfy obligations on the Recognized Obligation Payment Schedule for the period of
July 1, 2012 through June 30, 2013,

10. Include (or present) a schedule detailing the computation of the Balance Available for Allocation to
Affected Taxing Entities. Amounts included in the calculation should agree to the results of the
procedures performed in each section above. The schedule should also include a deduction to
recognize amounts already paid to the County Auditor-Controller on July 12, 2012 as directed by the
California Department of Finance. The amount of this deduction presented should be agreed to
evidence of payment, The attached example summary scheduie may be considered for this purpose.
Separate schedules should be completed for the Low and Moderate Income Housing Fund and for all
other funds combined (excluding the Low and Moderate Income Housing Fund).

Finding: See Attachment B for the results of this procedure for the Low and Moderate Income
Housing Fund.
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11. Obtain a representation letter from Successor Agency management acknowledging their
responsibility for the data provided fo the practitioner and the data presented in the report or in any
attachments to the report. Included in the representations should be an acknowledgment that
management is not aware of any transfers (as defined by Section 34179.5) from either the former
redevelopment agency or the Successor Agency to other parties for the period from January 1, 2011
through June 30, 2012 that have not been properly identified in the AUP report and its related
exhibits, Management’s refusal to sign the representation letter should be noted in the AUP report as
required by attestation standards,

Finding: No exceptions noted as a result of this procedure,
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JOHN CHIANG
Talifornia State Controller

August 28, 2012

J. Edward Tewes, City Manager
City of Morgan Hill

17575 Peak Avenue

Morgan Hill, CA 95037

Dear Mr. Tewes:

Pursuant to Health and Safety (H&S) code section 34167.5, the State Controller’s Office
reviewed all asset transfers made by the Morgan Hill Redevelopment Agency to the City of
Morgan Hill or any other public agency during the period of January 1, 2011, through January
31,2012, As you know, this statutory provision explicitly states that, “The Legislature hereby
finds that a transfer of assets by a redevelopment agency during the period covered in this section
is deemed not to be in furtherance of the Community Redevelopment Law and is thereby
unauthorized,” Therefore our review also included an assessment of whether each asset transfer
was allowable and whether it should be returned to the Morgan Hill Redevelopment Successor
Agency.

The review applied to all assets, including but not limited to, real and personal propetty, cash
funds, accounts receivable, deeds of trust and mortgages, contract rights and any rights to
payment of any kind. We also reviewed and determined whether any unallowable transfers of
assets to the City of Morgan Hill or any other public agencies have been reversed.

Our review disclosed that the Morgan Hill Redevelopment Agency transferred $228,316,019 in
assets. This included unallowable transfers of $108,436,367, or 47.5% of assets to the City of
Morgan Hill and the Morgan Hill Economic Development Corporation, Pursuant to H&S Code
section 34167.5, the City of Morgan Hill and the Morgan Hill Economic Development
Corporation are ordered to reverse all unallowable transfers identified in this report and return
them to the Morgan Hill Redevelopment Successor Agency.

If you have any questions, please contact Steven Mar, Chief, Local Government Audits Bureau,
at (916) 324-7226.

Sincerely,
Original signed by

JEFFREY V. BROWNFIELD
Chief, Division of Audits

JVB/sk
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J. Edward Tewes, City Manager -2-

cc: Kevin Riper, Finance Director
City of Morgan Hill
Don Gage, Chairman
Oversight Board-Morgan Hill RDA Successor Agency
Steven Tate, Chairman
Morgan Hill Economic Development Corporation
Vinod Sharma, Director of Finance
County of Santa Clara
Irene Lui, Controller-Treasurer
County of Santa Clara
Steve Szalay, Local Government Consultant
California Department of Finance
Richard J. Chivaro, Chief Counsel
State Controller’s Office

August 28, 2012
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Clty of Morgan Hill Asset Transfer Review Program
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Asset Transfer Review Report

Summary

Background

The State Controller’s Office (SCQO) reviewed the asset transfers made
by the Morgan Hill Redevelopment Agency for the period of January 1,
2011, through January 31, 2012, Our review included, but was not
limited to, real and personal property, cash funds, accounts receivable,
deeds of trust and mortgages, confract rights, and any rights to payments
of any kind from any source.

Our review disclosed that the Morgan Hill Redevelopment Agency
transferred $228,316,019 in assets, including unallowable fransfers of
assets of $108,436,367, or 47.5% of the transferred assets. Those assets
must be returned to the Successor Agency.

In January of 2011, the Governor of the State of California proposed
statewide elimination of redevelopment agencies (RDAs) beginning with
the fiscal year (FY) 2011-12 State budget. The Governor’s proposal was
incorporated into Assembly Bill 26 (ABX1 26, Chapter 5, Statutes of
2011, First Extraordinary Session), which was passed by the Legislature,
and signed into law by the Governor on June 28, 2011.

ABX1 26 prohibited RDAs from engaging in new business, established
mechanisms and timelines for dissolution of the RDAs, and created RDA
Successor Agencies to oversee dissolution of the RDAs and
redistribution of RDA assets.

A California Supreme Courf decision on December 28, 2011 (California
Redevelopment Association et al. v. Matosantos) upheld ABX1 26 and
the Legistature’s constitutional authority to dissolve the RDAs.

On June 27, 2012, the Governor signed a trailer bill, AB 1484 (Chapter
26, Statutes of 2012), which clarified provisions of ABXI1 26, and
imposed new tasks on county auditor-controllers and Successor Agencies
related to RDA dissolution.

ABX1 26 and AB 1484 were codified in the Health and Safety Code
(H&S Code) beginning with section 34161.

In accordance with the requirements of H&S Code section 34167.5, the
State Controller is required to review the activities of RDAs, “to
determine whether an asset transfer has occurred after January 1, 2011,
between the city or county, or city and county that created a
redevelopment agency or any other public agency, and the
redevelopment agency,” through the date at which the RDA ceases to
operate, or January 31, 2012, whichever is carlier.
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Objective, Scope,
and Methodology

Conclusion

The SCO has identified transfers of assets that occurred during that
period between the Morgan Hill Redevelopment Agency, the City of
Morgan Hill, and/or other public agencies. By law, the State Controlier is
required to order that such assets, except those that already had been
committed to a third party prior to June 28, 2011 (effective date of
ABX1 206), be returned to the Successor Agency. In addition, the SCO
may file a legal order to ensure compliance with this order.

Our review objective was to determine whether asset fransfers that
occurred after January 1, 2011, and the date upon which the RDA ceased
to operate, or January 31, 2012, whichever was earlier, between the city
or county, or c¢ity and county that created an RDA, or any other public
agency, and the RDA, were appropriate.

We performed the following procedures:

o Interviewed Successor Agency personnel to gain an understanding of
the Successor Agency operations and procedures.

¢ Reviewed meeting minutes, resolutions, and ordinances of the city
council, the Morgan Hill Redevelopment Agency, and the Morgan
Hill Economic Development Corporation (MHEDC).

¢ Reviewed accounting records relating to the recording of assets.

¢ Verified the accuracy of the Asset Transfer Assessment Form, This
form was sent to all former RDAs to provide a list of all assets
transferred between January 1, 2011, and January 31, 2012,

¢ Reviewed applicable financial reports to verify assets (capital, cash,
property, etc.).

Assembly Bill (AB) 1484 was passed on June 27, 2012, adding Health &
Safety Code section 341788 which states . ...the Controller shall
review the activities of successor agencies in the state to determine if an
asset transfer has occurred after Janvary 31,2012, ...

The SCO has not completed the review associated with AB 1484 because
the ABX1 26 assef transfer review was completed prior to the passage of
AD 1484,

Our review disclosed that the Morgan Hill Redevelopment Agency
transferred $228,316,019 in assets during the period of January 1, 2011
through January 31, 2012, including unallowable transfers of assets
totaling $108,436,367, or 47.5% of the transferred assets. Those assets
must be returned to the Successor Agency for use in paying off aif
allowable obligations and bond debt.
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Views of
Responsible
Official

Restricted Use

Unallowable Assets Transferred:

Unallowable assets fransferred to City of Morgan Hill

(see Schedule 1) $ 88,635,765
Unatlowable assets transferred to MHEDC (see Schedule 2) 19,800,602
Total unallowable transfers $ 108,436,367

The agencies named above as recipients of the unallowable asset
transfers are ordered to immediately reverse the transfers, and return the
assets identified in this report to the Successor Agency (see Schedules 1
and 2),

Details of our findings are in the Findings and Orders of the Controller
section of this report. We also have included a detailed schedule of assets
to be returned to the Successor Agency.,

We issued a draft audit report on July 23, 2012, I, Edward Tewes, City
Manager, responded by letter dated August 2, 2012, disagreeing with the
audit results. The city’s response is included in this final review report as
an attachment.

This report is solely for the information and use of the City of Morgan
Hill, the Morgan Hill Economic Development Corporation, the Morgan
Hill Redevelopment Successor Agency, the Successor Agency Oversight
Board, and the SCO; it is not intended to be and should not be used by
anyone other than these specified patties. This restriction is not intended
to limit distribution of this report, which is a matter of public record.

Original signed by

JEFFREY V. BROWNFIELD
Chief, Division of Audits

August 28, 2012
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Findings and Orders of the Controller

FINDING 1—
Unallowable asset
transfers to the City
of Morgan Hill

The Morgan Hill Redevelopment Agency (RDA) transferred
$88,635,765 in assets to the City of Morgan Hill (City). Per the City
Staff Report, dated January 28, 2011, approved by the Assistant City
Manager and submitted by the Executive Director of the MHRA, the
purpose of the asset transfers was to protect redevelopment agency
resources from the dissolution of the RDA. All of the asset fransfers to
the City of Morgan Hill occurred during the period of January 1, 2011,
through January 31, 2012, and the assets were not contractually
committed to a third party prior to June 28, 2011. Those assets consisted
of cash and capital assets.

Unallowable Asset Transfers, Capital Assets:

In February and March of 2011, the RDA transferred capital assets of
$83,207,948 in land and improvements to the City. To accomplish those
transfers, the City and the RDA entered into an agreement under
Resolutions MHRA-333, MHRA-334, and MHRA-339. Based on H&S
Code section 34167.5, the RDA was not allowed to transfer physical
assets or cash to a public agency after January 1, 2011.

City’s Response

Draft Review Finding 1, 1" bullel, page 4: “In February and March
2011, the RDA transferred capital assets of $83,207,948 in land and
improvements to the Cify. ... the RDA was not allowed to iransfer
physical assels or cash 1o a public agency after January I, 2011."

Agree in part, The transfers of capital assets were not unlawful at the
time they were made. They were legally documented; and were
approved in an open, noficed public meeting. We do agree, however,
that the legal transfers of capital assets are subject fo retroactive
invalidation and, to the extent such transferred assets have not been
committed to third parties, they are subject to claw back per ABXI 26.
Therefore, the City will return the capital assets to the Successor
Agency for subsequent disposition or fransfer to the City as directed by
the Oversight Board.

SCO’s Comment

The State Controller’s Office is in agreement with the City of Morgan
Hill.

Unallowable Asset Transfers, Cash — Capital Improvements:

On February 24, 2011, the RDA transferred $2,430,000 in cash to the
City for future capital improvements and replacement costs for all
building systems and equipment for all RDA capital assets that were
transferred. Pursuant to H&S Code section 34167.5, the RDA was not
allowed to transfer physical assets or cash to a public agency after
January 1, 2011,
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City’s Response

Drafi Review Finding |, 2 builet, page 4: “On February 24, 2011, the
RDA transferred $2,430,000 in cash to the City for fiture capital
improvements and replacement costs for all building systems and
equipment for all RDA capital assets that were transferred ..., the RDA
was not allowed to transfer physical assefs or cash to a public agency
after Janwary 1, 20117

The transfers of cash were not unlawful at the time they were made.
They were legally documented; and were approved in an open, noticed
public meeting. We do agree, however, that the legal transfers of cash
are subject o retroactive invalidation and, to the extent such transferred
assets have not been committed to third parties, they are subject to claw
back per ABXi 26. Of the $2,430,000 transferred, the amount of
$186,923 was the RDA's obligation for FY 11-12, which has now been
discharged. Therefore, the City will return to the Successor Agency all
but $186,923 of the $2,430,000. The Successor Agency will, in turn,
convey the cash fo the County Auditor-Controller for disbursement to
the underlying taxing jurisdictions as directed by ABXI 26,

SCO’s Comment

The State Controller’s Office is in agreement with the City of Morgan
Hill. The amount that should be transferred back is $2,243,077.

Unallowable Asset Transfers, Cash — Lease Prepayment:

On February 24, 2011, the RDA transferred $2,002,000 in cash to the
City for advance payment to prepay the lease, which expires in 2024, for
5,700 square feet of space to house the RDA/Successor Agency. As
noted in the City Staff Report, dated January 28, 2011, approved by the
Assistant City Manager, and submitted by the Executive Director of the
MHRA, the purpose of the asset transfers was to protect redevelopment
agency resources from the elimination of the RDA (RDA Staff Report
meeting dated February 16, 2011).

Prior to January 1, 2011, the RDA was paying the city $154,000 on an
annual basis for the lease. The calculation for the lease payment was
based on market rates for similar quality office space in the City at a rate
of $2.25 per square foot, per month, for approximately 5,700 square feet
of lease. While 25 employees may have worked in the space provided,
the amount of time actually worked on RDA activities was less than
100%. Therefore, the lease payment was overstated by the amount of
time the space was used by employees to work on City activities.

The City is required to return the entire amount back to the Successor
Agency for disposition because the calculation did not reflect the amount
of time used by the RDA. The Successor Agency is directed to use its
authority under H&S Code section 34177 to revise the lease and
calculate the revised annualized lease payments that should have been
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made by the RDA for the period through January 31, 2012, and which
should be made by the Successor Agency from February 1, 2012, until it
ceases operations. Such payments are required to be included on a
Recoghnized Obligation Payment Schedule (ROPS) and approved for
payment by the Department of Finance.

City’s Response

Draft Review Finding 1, 3™ bullet, page 4: “On February 24, 2011, the
RDA transferved $2,002,000 in cash to the City for advance payment to
prepay the lease ... of space to house the RDA/Successor Agency ...
The City is required to return the entire amount back to the Successor
Agency for disposition because the calculation did not reflect the
anmount of time used by the RDA. The Successor Agency is directed to
use ifs authority ... lo revise the lease and calculate the revised
annualized lease payments that should have been made by the RDA ..,
and which should be made by the Successor Ageney ... Such payments
are required to be included on a Recognized Obligations Payment
Schedule (ROPS) and approved for payment by the Department of
Finance.”

Agree in part, The City agrees that the lease contract is subject to the
retroactive invalidation of contracts between the former Agency and the
City (H&S §34178(a)), The City disagrees, however, with the Draft
Review's direction to “use its (Successor Agency's) authority ... to
revise the lease and calculate the revised annualized lease payments
that should have been made by the RDA .,..”

While the Controller has the statutory authority to order the return of
assets, he is without authority to dictate the nature or amount of
enforceable obligations. The Oversight Board (with approval by the
Department of Finance) has the authority to approve the re-entering of
the lease agreement (H&S §34178(a)). It is also notable that under AB
1484, the Successor Agency has the additional authority to create
enforceable obligations to conduct the work of winding down the
Redevelopment Agency (H&S §34177.3(b)).

Even if the Controller has some authority to order the revision of the
fease payment amount, the suggested method of lease calculation is
based on faulty assumptions. The annual lease amount of $154,000 is
tied to a portion of the annual debt service the City pays to bondholders
who financed construction of the office building that the former RDA
and, now, the Successor Agency occupies. The building and the bond
issue that financed it were sized on the reasonable assumption that the
former RDA would be occupying an agreed-upon portion of the
building based on what the RDA would need for the purposes of
implementing the former RDA's Redevelopment Plan.  The
disappearance of the RDA does not imply the disappearance of the
obligation of the Successor Agency to continue to pay the City for the
costs it incurred in paying for the RDA's planned share of the space in
the building. It is not unusual in commercial leasing that the tenant is
obligated to pay a lease amount and comunit to a lease term that would
compensate the landlord for the costs of constructing and improving
leased space to suit the needs of the tenant. Just because the tenant,
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during the term of the lease, no longer needs the same space as
contermplated at the time of the making of the lease does not obligate
the landlord to adjust either the amount or the term of the lease.
Neither is it unlteard of for the tenant to prepay a lease for years in
order to compensate the landlord upfront for the cost of the
improvements of the tenant space.

SCO’s Comment

The State Controller’s Office is in agreement with the City of Morgan
Hill/RDA Successor Agency comment that “the [ease confract is subject
to the retroactive invalidation of contracts, . . .” The SCO also agrees that
any revision of the contract shall be decided and approved by the
Oversight Board and State Department of Finance. The City is ordered
by the Controller to return $1,848,000 of the remaining balance after the
rent payment of §154,000,

Unallowable Asset Transfers, Cash — Advance Payment for
Reconstruction:

On February 24, 2011, the RDA transferred $977,000 in cash to the City
for advance payment for the reconstruction of RDA-owned parking lots,
To accomplish this transfer, the City and the RDA entered into an
agreement under Resolution MHRA-334, Based on H&S Code section
34167.5, the RDA was not allowed to fransfer physical assets or cash to a
public agency after January 1, 2011,

City’s Response

Drafi Review Finding I, 4" bullet, page 5: "On February 24, 2011, the
RDA transferred $977,000 in cash to the City for advance payment for
the reconstruction of RDA-owned parking lots. To accomplish this
fransfer, the City and the RDA entered into an agreement ... the RDA
was not allowed 1o transfer physical assets or cash to a public agency
afler January 1, 2011.7

Agree in part. The transfers of fand and cash were not unlawful at the
time they were made. They were legally documented; and were
approved in an open, noticed public meeting, We do agree, however,
that the legal transfers of assets are subject to retroactive invalidation
and, to the extent such transferred assets have not been comunitted to
third parties, they are subject to claw back per ABX1 26, The City will
return the $977,000 of cash to the Successor Agency and ask the
Oversight Board to consider approving a transfer of ownership of the
former RDA-owned parking lots to the City.

SCO’s Comment

The State Controller’s Office is in agreement with the City of Morgan
Hill.
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Unallowable Asset Transfers, Cash — Unfunded PERS Obligation:

On March 7, 2011, the RDA transferred $1,300,000 in cash to the City
for an unfunded advance Public Employee Retirement System (PERS)
obligation. This amount was never budgeted, appropriated, or
encumbered by the RDA. While the RDA is liable for its actual share of
the PERS obligation, there is no accurate documentation calculating the
actual amount of this obligation, The entire amount should be returned to
the Successor Agency and the City may re-bill the Successor Agency for
the actual amount incurred on behalf of the RDA. The bill is required to
be included on a ROPS and approved for payment by the Departiment of
Finance.

City’s Response
Draft Review Finding 1, 5™ bullet, page 5, First sentence: “On March
7, 2011, the RDA transferred $1,300,000 in cash to the City for an

unfunded advance Public FEmployee Retirement System (PERS)
obligation.”

{City] Agree.

SCO’s Comiment

The City agreed,

City’s Response

Finding, 2" sentence: “This amount was never budgefed,
appropriated, or encumbered by the RDA.”

Disagree. The Redevelopment Agency Board authorized the transfer at

its meeting of January 26, 2011, and amended the FY 10-11 RDA
budget to reflect the fransaction at its meeting of April 20, 2011.

SCO’s Comment

We have re-examined the supporting data and agree with the City.
Therefore, we have revised the finding accordingly.

City’s Response

Finding, 3" sentence: “While the RDA is liable for its actual share of
the PERS obligation, there is no accurate documentation caleulating
the actual amount of this obligation.”

Disagree. City staff provided the State Controller's Office with defaited
caleulations underlying the $1.3 million unfunded accrued actuarial
liability -- calculations at a level of detail that even CalPERS itself was,
and is, incapable of generating. Staff also provided preof to the State
Controller's Office auditors that the $1.3 million had been paid to
CalPERS.
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SCO’s Comment

We have re-examined the supporting data for the PERS payment and
have concluded that the payment is valid, Therefore, we revised the
finding accordingly.

City’s Response

Finding, 4" and 5" sentences: "The full amount should be returned to
the Successor Agency and the City may re-bill the Successor Agency for
the actual amount of costs incurred on behalf of the RDA. The bhill is
required to be included on a ROPS and approved for payment by the
Department of Finance. "

Comment: Disagree. The pension payments made to CalPERS (a third
party) were made to satisfy pension obligations that had already been
incurred for the period of the employment of RDA employees prior to
the enactment of ABX1 26. So, the order to transfer back and place
such obligation on the ROPS is both unsupported by law and
impossible to do. First, the Controller has the power to order the
transfer back of assets only if the City “is not contractually committed
to a third party for the expenditure or encumbrance” (H&S §34167.5).
Pension obligations were in fact an incurred obligation to a third party
beyond the Controller’s power to claw back, Second, nathing in either
ABXI 26 or AB 1484 requires the City as Successor Agency to place
o a ROPS—years after it has already been incurred and paid—a
payment obligation made in good faith prior to the enactment of ABX1
26, Third, it is impossible to return the funds to the Successor Agency,
because the City does not have themy; CalPERS does. Nothing in the
law requires, and in fact it would be unconstitutional to require, the
City to pay to the Successor Agency moneys from other funds of the
City. Therefore, we respectfully request that your division remove this
finding altogether. If you nced another copy of the detailed
calculations, please ask the City's Finance Director or Assistant Finance
Director.

SCO’s Comment

We have re-examined the supporting data for the PERS payment and
have concluded that the payment is valid. Therefore, we revised the
finding accordingly.

Unallowable Asset Transfer, Cash — Unemployment Insurance;

On March 7, 2011, the RDA transferred $391,050 in cash to the City for
the purpose of paying Unemployment Insurance claims for RDA staff
who were laid off, The City used the highest salary to determine the
estimated amount to be paid into the unemployment fund, This amount
was never budgeted, appropriated, or encumbered by the RDA, While
the RDA is liable for its actual share of Unemployment Insurance claims,
there is no documentation calculating the actual amount of this
obligation, The full amount should be returned to the Successor Agency
and the City may re-bill the Successor Agency for the actual amount of
costs incurred on behalf of the RDA. The bill is required to be included
on a ROPS and approved for payment by the Department of Finance.

-9-
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City’s Response

Drafi Review Finding I, 6" bullet, page 5, I and 2 sentences: “On
March 7, 2011, the RDA transferred $391,050 in cash to the Ciiy for
the purpose of paving Unemplovinent [nsurance claims for RDA staff
who were laid off The City used the highest salary to delermine the
estimate amount to be paid into the unemployment fund.

Agree, but please change “satary” to “weekly benefit” in this sentence.

Every affected employee earned a high enough salary to qualify for the
maximum unemployment benefit under Federal law.

SCO’s Cominent

The State Controller’s Office is in agreement with the City of Morgan
Hill.

City's Response

Finding, 3" sentence: “This amount was never budgeted, appropriated,
or encumbered by the RDA.”

Disagree, The Redevelopment Agency Board authorized the transfer at

its meeting of January 26, 2011, and amended the FY 10-11 RDA
budget to reflect the transaction at its meeting of April 20, 2011,

SCO’s Comment

We have re-examined the supporting data and agree with the City of
Morgan Hill.

City’s Response

Drafi Review Finding 1, 6" bullet, remaining sentences: “While the
RDA is liable for its actual share of Unemployment Insurance claims,
there Is no documentation calcwlating the actual amount of this
obligation. The full amount should be returned fo the Successor Agency
and the City may re-bill the Successor dgency for the actiual amount of
costs incurred on behalf of the RDA. The bill is required to be included
on a ROPS and approved for payment by the Department of Finance.”

Agree in part. As you point out at the top of page 2, “By law, the State
Controller is required to order that such assets, except those that
already had been commitied lo a third parly prior to June 28, 2011
(effective date of ABX1 26), be returned ....” (Emphasis added)
Obviously, unemployment benefits were committed to both EDD and
the laid-off RDA staff prior to June 28, Finally, as noted in the section
immediately above, Section 34171(d)(1)(B) defines unemployment
payments as enforceable obligations, similar to pension payments.
Indeed, laid-off employees are still collecting unemployment benefits
as of this writing, and may continue to do so—up to the maximum of
99 weeks authorized under Federal law. Therefore, the city will return

-10-
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all but the $31,310 expended on unemployment benefits already
received by former RDA staff through March 31, 2012, plus the (not
yet known from EDD) amount claimed by those former employees
since then. For future unemployment claims, the City will take the
recommended action and put them on a ROPS for approval.

SCQO’s Comment

The State Controller’s office is in agreement with the City of Morgan
Hill. Therefore, we revised the finding accordingly.

Pursuant to H&S Code section 34167.5, the RDA may not transfer assets
to a city, county, cify and county, or any other public agency after
January 1, 2011. Those assefs should be returned to the Successor
Agency for disposition in accordance with H&S Code section 34177 (d)
and (e). However, it appears that some of those assets also may be
subject to the provisions of H&S Code section 34181(a). H&S Code
section 34181(a) states, “The oversight board shall direct the successor
agency to do all of the following:

(a) Dispose of all assets and propertics of the former redevelopment
agency that were funded by tax increment revenues of the dissolved
redevelopment agency; provided however, that the oversight board may
instead direct the successor agency to transfer ownership of those assets
that were constructed and used for a povernment purpose, such as
roads. school buildings, parks, and fire stations, to the appropriate
public jurisdiction pursuant fo any existing agreements relating to the
construction or use of such as asset.,..”

Order of the Controller

Based on H&S Code section 34167.5, the City of Morgan Hill is ordered
to reverse the transfer of the above assets, described in Schedule 1 and
Attachment 1, in the amount of $88,635,765 plus interest earned, and
return them to the Successor Agency.

The Successor Agency is directed to propetly dispose of those assets in
accordance with H&S Code sections 34177(d) and (e) and 34181(a). As
noted, the City may re-bill the Successor Agency for actual amounts
incurred on behalf of the RDA or Successor Agency for lease payments,
reconstruction costs, and Unemployment Insurance claims.

11
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FINDING 2—
Unallowable transfers
to the Morgan Hill
Economic Development
Corporation

The Morgan Hill Redevelopment Agency (RDA) transfetred
$19,800,602 in assets to the newly created Morgan Hill Economic
Development Corporation (MHEDC) in March of 2011. Per the City
Staff Report, dated January 28, 2011, approved by the Assistant City
Manager and submitted by the Executive Director of the RDA, it appears
the purpose of the asset transfers was to protect RDA resources from the
elimination of the RDA. All of the asset transfers occurred during the
period of January 1, 2011, through January 31, 2012, to the MHEDC, an
agency described under H&S Code section 34167.10. The assets were
not contractually committed to a third party prior to June 28, 2011. The
assets consisted of cash and capital assets.

The unallowable asset transfers were as follows:

¢ The RDA transferred capital assets of $13,896,553 in land and
improvements to the city. On March 29, 2011, the City transferred the
assets back to the RDA, This fransfer was implemented by an
agreement between the city and RDA under Resolution 6410. Also on
March 29, 2011, the RDA sold the assets to the MHEDC for $1,
under Resolution 6411. Although Resolution 6410 was signed, the
records of the Morpan Hill Redevelopinent Agency do not show that
the assets were transferred first to the City and then back to the RDA,
only that the assets were being transferred from the RDA to the
MHEDC.

¢ On March 16, 2011, the RDA transferred $4,128,000 in cash to the
MHEDC by Resolution MHEDC-002, to provide development
services to the Morgan Hill Redevelopment Agency in the City’s
downtown area in conformance with the City’s Downtown Specific
Plan.

¢ On June30, 2011, the RDA transferred $71,049 in investment
property to the MHEDC to be held for resale.

e On June 30, 2011, the RDA transferred $1,705,000 in an Option
Agreement to the MHEDC, The Option Agreement, owned by the
RDA, was to exercise an option to purchase certain properties.

The following statements were made at various meetings regarding the
protection of redevelopment assets:

¢ On January 26, 2011, at a Joint Regular City Council and
Redevelopment Agency Meeting, City Manager Ed Tewes stated,
“Some have been concerned that those assets would be swept away by
the successor agency to buy down the debt.” Mayor Tate then stated,
“other cities have gone beyond what you are proposing and have tried
to protect the whole amount somehow.”

e On February 16, 2011, at a Joint Regular City Council and
Redevelopment Apency Meeting, Council Member Carr stated,
“...our job is to protect Morgan Hill. People may wonder what the
actions that the City Council and Redevelopment Agency are taking;
they are to protect the City.” City Attorney Wan stated “the actions
are something that agencies do quite often. It is the prevalent practice

2.
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that when the communities build those facilities the cities own them.
We are taking actions that we would want to take whether the RDA
was going away or not.”

e On March23, 2011, at a Joint Regular City Council and
Redevelopment Agency Meeting, City Manager Ed Tewes stated,
“the city has taken all the reasonable steps fo protect the resources
generated here in Morgan Hill for the benefit of the City, but it is
possible that the c¢ity will still have to fight for those funds if the
trailer bill passes.” He also stated, “if Council takes this action there
will be a greater degree of comfort that the concept design of this
project can be completed because the city would have entered into a
third-party contract prior to the effective date of the trailer bill.”

City Attorney Wan stated, “it is unclear who would have the authority
to approve spending once the trailer bill passes and it is even
questionable whether this oversight committee, or the successor
agency will have the authority fo recognize any contract passed after
January 1, 2011....[1)f there is a contract with a third party there is at
least an argument that if contracts are entered into and are being
performed then the successor agency needs to continue to honor them,
but it is still unclear what the legisiation actually states.”

Mayor Tate stated, “it was a shame the process had to be fast tracked
but that the shame was on the State for putting such pressure on the
city.”

The MHEDC was created and the Articles of Incorporation signed on
March 2, 2011, to carry on the functions of the RDA by providing
development services in the City’s downtown area in conformance with
the City’s Downtown Specific Plan. The initial Board of Directors
consisted of all City Counci! Members. They were:

Steven Tate, Mayoi/City Council Member
Larry Carr, City Council Member

Richard Constantine, City Council Member
Marilyn Librers, City Council Member
Gordon Siebert, City Council Member

On March 7, 2012, a meeting was held to replace the members of the
Board of Directors to create some independence with an “arm’s length”
distance befween the private nonprofit corporation and the City itself,
However, there is no official signed documentation or resolution
confirming the change, Also, all of the unallowable transfers described
previously were made during the period when the City Council still was
sitting as the Board of Directors of the MHEDC. Below is a list of the
then-proposed new Board of Directors’ members:

Greg Sellers, President of Burnham Solar

Brad Krouskup, President and CEO of Toeniskoetter
Development

Laura Gonzalez-Escoto, former employee of several

RDAs
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Doug Moffat, Senior Vice President of Pinnacie Bank
Howard Allred, CFO of Specialized Bicycles

Larry Carr, City Council Member

Gordon Siebert, City Council Member

Pursuant to provisions of H&S Code section 34167.5, the RDA may not
transfer assets to a city, county, city and county, or any other public
agency after January 1, 2011, The City contends that the MHEDC is a
public nonprofit corporation created to provide charitable or other public
purposes and that transfers from the RDA to the MHEDC are not
prohibited under H&S Code section 34167.5. However, H&S Code
section 34167.10 states the following:

34167.10. (a) Notwithstanding any other law, for purposes of this part
and Part 1.85 (commencing with Section 34170), the definition of a
city, county, or city and county includes, but is not limited to, the
following entities:

(1) Any reporting entity of the city, county, or city and county for

2
3)

1
(2)
@)
)

©)

(6)

purposes of its comprehensive annual financial report or similar
report.

Any component unit of the ¢ity, county, or city and county,

Any entity which is controlled by the city, county, or city and
county, or for which the cify, county, or city and county is
financially responsible or accountable.

(b) The following factors shall be considered in determining that
an entity is controlled by the city, county, or city and county,
and are therefore included in the definition of a city, county, or
city and county for purposes of this part and Part 1.85
{commencing with Section 34170):

The city, county, or city and county exercises substantial municipal
control over the entity’s operations, revenues, or expenditures.

The city, county, or city and county has ownership or control over
the entity’s property or facilities.

The city, county, or cify and county and the entity share common
or overlapping governing boards, or coterminous boundaries.

The city, county, or city and county was involved in the creation or
formation of the entity.

The entity performs functions customarily or histotically
performed by municipalities and financed thorough levies of
property taxes.

The city, county, or city and county provides administrative and
related business support for the enfity, or assumes the expenses
incurred in the normal daily operations of the entity.

(¢} For purposes of this section, it shall not be relevant that the
entity is formed as a separate legal entity, nonprofit
corporation, or otherwise or is not subject to the constitution
debt limitation otherwise applicable to a city, county, or city
and county. The provisions in this section are declarative of
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existing law as the entities described herein are and were
intended to be included within the requirements of this part
and Part 1.85 (commencing with Section 34170) and any
attempt to determine otherwise would thwart the intent of
these two parts.

The current refationship between the City and the MHEDC is described
below with the applicable H&S Code sections identified:

¢ The initial controlling Board of Directors for the MHEDC were the
City Council members, who previously acted as the Board of
Directors of the RDA, and the corporate officers are City/RDA
employees (H&S Code sections 34167.10(b)(1) and 34167.10(b)(3)).

e The City Council members had control over the disposition of the
assets owned by the MHEDC (H&S Code section 34167.10(b)(2)).

¢ The City was responsible for creating the MHEDC (H&S Code
section 34167.10(b)(4)).

* The specific charge given to the MHEDC was to continue
redevelopment functions, which violates the provisions of ABX]1 26
(H&S Code section 34167.10(b)(5)).

¢ All administrative and business support for the MHEDC is provided
by the City (H&S Code section 34167.10(b)(6)).

¢ The City formed the MHEDC as a separate legal entity, nonprofit
corporation (H&S Code section 34167.10(c)).

Order of the Controller

Based on H&S Code sections 34167.5 and 34167.10, the City is ordered
to direct the MHEDC to reverse the transfer of the above assets,
described in Schedule 2 and Aftachment 2, in the amount of
$19,800,602, plus interest earned, and return them to the Successor
Agency.

The Successor Agency is directed to properly dispose of those assets in
accordance with H&S Code sections 34177(d) and (e) and 34181(a).

City’s Response

Comments Relating to Finding 2 {Transfers to the MHEDC)

Draft Review, Finding 2, Entire Finding: In sum, the Finding is that
because “il appears the purpose of the transfers was to protect RDA
resources fiom the elimination of the RDA " and because the MHEDC
is “an agency described under H&S Code Section 3416710 that the
iransfers to the MHEDC are unallowable.

Comment: The MHEDC is a bona fide independent corporation and is
NOT a “city” under H&S §34167.10, The motivations of the City
Council for creating the MHEDC, which the Draft Report suggests may
have included the protection of RDA assets from RDA dissolution, are
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irrelevant to the analysis of whether the transfer is legal and allowable
or whether the transfer is subject to the Controller's power to “claw
back’ [sic] the assets.

I. The MHEDC is a bona fide corporation and not a “city” or an
agency of the City.

It cannot be disputed that the MHEDC is a duly incorporated
domestic corporation of the State of California, organized under the
Nonprofit Public Benefit Corporation Law for charitable purposes,
and specifically for the primary purposes of providing “physical,
economic and educational development, redevelopment and
revitalization efforts with the City of Morgan Hill ...” (Articles of
Incorporation, MHEDC). Even though it was first created by the
City, it is organized and operated as a corporation wholly
independent of the City:

« Under its bylaws, as amended at a duly organized meeting of the
Corporation on March 7, 2012, the board of directors consist of
5-7 members;

s Ounly a maximum of 2 members may be sitting members of the
City Council (MHEDC Bylaws Section 4.03(b)) and, therefore,
the majority of the Board members are always non-City Council
members independent of the City’s control;

» The Board holds its meetings at a time and place different and
apart from City Council meetings;

+ The Board has hired its own legal counsel;
* The Board has obtained insurance covering MHEDC assets; and

¢ The Board has made the necessary filings with the Internal
Revenue Service.

As such, the MHEDC fails to meet the definition of a “city” under
H&S §34167.10:

+ According to the City's independent auditor, the MHEDC is not
a component unit of the City since March 7, 20412 when its
bylaws were amended, for reporting purposes or for the purposes
of its comprehensive annual financial report. Therefore, the
MHEDC does not meet the definitions of a city under H&S
§34167.10(a) (1) or (2.

o MHEDC does not meet the definition of a ‘“city” under
H&S §34167.10(a}(3) (“any entity which is confrolled by the
city ...")

o Other than certain reporting and use requirements regarding
the assets transferred to the MHEDC pursuant to then
existing Redevelopment Law and an Operating Agresment
dated March 8, 2011, the MHEDC board has complete
control and discretion over its own assets, operation,
revenues and expenditures. Other than the initial seed
funding comprised of assets transferred by the RDA, the City
is not obligated, and has no intention, to further support or
contribute to the MHEDC. The MHEDC has control over its
operation, expenditures and revenues. The MHEDC has its
own corporate powers to raise its own revenues.
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o All assets of the MHEDC are lteld in the corporation’s title.
The City has no ownership or control over MHEDC assets,
including the assets transferred to the MHEDC,

o The MHEDC has an independent board having no more than
2 City Council members (out of 5-7 board members) and its
boundaries are not coterminous with that of the former RDA
{(the MHEDC covers the entire City of Morgan Hill, which is
larger than the former Redevelopment Area).

o Even though the City did form the MHEDC, the clear intent
from the outset of the Corporation was to create an
independent corporation.

o The MHEDC’s purpose is to improve “the physical,
economic and educational development, redevelopment and
revitalization efforts within the City of Morgan Hill”, which
are not the customary functions performed by municipalities
through levies of property taxes. lt should be noted that such
functions were some of the functions of the former RDA, but
the RDA was not a "wunicipality” (it was an agency of the
State) and had no power fo levy properfy faxes. The
historical and customary functions of the City are public
safety, health & welfare and land use.

o The City provides administrative and business support for the
MHEDC only through an executed agreement for
reimbursement of such expenses by the MHEDC to the City,
as a temporary measure until the MHEDC may hire its own
staff. The City does not assume the expense of normal daily
opetations of the MHEDC,

2. The MHEDC is not a city and the transfers to it by the RDA under
former Redevelopment Law are allowable, even if “it appears that
the purpose of the asset transfer was fo protect RDA resources from
the elimination of the RDA.”

It is well established rule of judicial interpretation that “the possible
improper motivations of the Legistature or its members in passing
legislation are immaterial to questions involving the validity of such
legislation” County of Los Angeles v. Superior Court, 13 Cal.3d
721, 728 (1975). Therefore, in [ocking at whether the transfers from
the RDA to the MHEDC were permissible, a court will not delve
into the motivations of the former RDA board when it adopted the
legislation to transfer assts. Tt would be irrelevant whether the
RDA's purpose was to “protect RDA resources” as long as the
MHEDC is a bona fide corporation to which the RDA could legally
transfer assets under the then existing Redevelopment Law,

Tn City of Cerritos v. Cerritos Taxpayers Assn., 183 Cal.App.4th
1417 (2010), the court of appeal upheld an arrangement in which
the Cerritos Redevelopment Agency transferred land and financial
assets to a nonprofit corporation formed by the City of Cerritos so
that the nonprofit corporation could develop low and moderate
income housing, In that case, the Cerritos Taxpayers Assn
contended that the City created the nonprofit corporation only to
escape the requirement under Article XXXIV, §1 of the California
Constitution that a majority of voters must approve the construction
of low income housing by any stafe public body, The association
contended that the nonprofit organization was merely a “shell
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corporation” controlled by the City and Agency intended to skirt the
voter approval requirement of public agency housing projects. The
court observed that the nonprofit board members were the same
members as the city council, though the city intended to transition
into a permanent board of members of the public. Even with such
observation, the court held that the corporation is a private
corporation and the housing project it will construct is “privately
owned” and not subject to the voter requirement of a public housing
project, The court held:

“We are not at [iberty to ignore the corporation’s status; it has a
“genuine separate existence” from the City and Agency, so “it
does not matter whether or not the City ‘essentially controls’
Cuesta Villas [the nonprofit organization] . . . . The City and
Agency have avoided the voter approval requirement of Article
XXXIV, but the law permits what has been done.”

So here, the Controller cannot simply ignore the separate existence
of the MHEDC from the City, whether under corporate law or under
the tests of H&S §34167.10{a). Even if the purpose of creating the
MHEDC was to protect RDA assets, the law (at the time that the
EDC was formed) permitted what has been done. Based on both
H&S§34167.10(a) [sic] and on case law, the Controller cannot order
the City to “direct the MHEDC fo reverse the transfer” of assets
when the City has no control over the independent decision of the
MHEDC, a bona fide nonprofit corporation.

SCO’s Comment

As stated in the report, the MHEDC was created to carry ouf the
functions of the RDA by providing development services for the city,
and its Board of Directors consisted entirely of City Council Members.
Furthermore, the City had full control over the MHEDC, including the
disposition of RDA assets. For all practical purposes, the MHEDC does
meet the definition of a city pursuant to H&S Code sections 34167.10(a),
34167.10(b), and 34167.10(c).

The City’s assertions that the MHEDC was separate from the city and
that the City had no control over the independent decisions of the
MHEDC was not factually supported during our review or in the City’s
response,
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Schedule 1—

RDA Assets Transferred to the City of Morgan Hill

Unallowable transfers to the City of Morgan Hill:

Capital Assets:
Land and improvements '

Current Assets:
Cash transfer to Fund 741 (building replacement)
Cash transfer to Fund 740 (building maintenance)
Cash fransfer to Fund 346 (public facilities)
Cash transfer to Fund 791 (employee benefits)
Cash transfer to Fund 760 (unemployment insurance)

Total unallowable transfers — City of Morgan Hill

Amount

$ 83,207,948

2,430,000
2,062,000

977,000
1,300,000

391,050
$ 90,307,998

Draft Final
Report Report
Adjustments to Draft Report Amount Adjustments Amount
Unallowable transfers to the City of Morgan Hill:
Capital Assets:
Land and improvements ' $ 83,207,948 § —  $ 83,207,948
Current Assets:
Cash transfer to Fund 741 (building replacement) 2,430,000 (186,923) 2,243,077
Cash transfer to Fund 740 (building maintenance) 2,002,000 (154,000) 1,848,000
Cash transfer to Fund 346 (public facilifies) 977,000 — 977,000
Cash transfer to Fund 791 (employee benefits) 1,300,000 (1,300,000) —
Cash transfer to Fund 760 (unemployment insurance) 391,050 (31,310) 359,740
Total unallowable transfers — City of Morgan Hill $(1,672,233) % 88,635,765

$ 90,307,998

' Detail listing of assets on Attachment 1. This amount is net of depreciation.
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Schedule 2—
RDA Assets Transferred to the MHEDC

Amount
Unallowable transfers to the MHEDC:
Capital Assets:
Land and improvements $ 13,896,553
Current Assets:
Cash transfer 4,128,000
Investment (real estate option purchase) 1,705,000
Investment (fand held for resale) 71,049
‘Fotal unallowable transfers $ 19,800,602

! Detail listing of assets on Attachinent 2. This amount is net of depreciation.
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Attachment 1—
{ Schedule 1
v i i
oA-Aseats Transferred to City
As of 02/01/12
S
Book Land sndt
8ullding/Land (mprov Land Improvements  Ueprediation  Value Book Value
uifilhnfiz 112
CRC PV Solar 2,300,465 . 2,300,465 2,300,465
third Stfienierey Parking Lot - il4 - 114 114
Third Street Parking Lot . 360 . =1} 360
10/11  Permanent Skateboard/BMY Park . 42,930 42,930 42930
Ubrary Facltity . 18141 16,11 16,111
Centeonlal Recreéatlon Center . 2015 2,015 2015
fitness Expanslon Opportunitles . 925918 925,818 925918
Masquaa Sign at CCC 12,950 . 12,950 12,850
Aquatics Center Landscaps Conversion . 9,269 154 8,115 8,115
Aguallcs Center 1,789,419 . - - 1,789,419
CRCFY Solar - 33,300 . 33,300 33300
Third Straet/Monteray Paiking lot 3,893 65 020 ERY):]
Thlrd Street Farking . 213,116 3,552 208,564 109,564
Assoctated Concrete 430,073 - . - 420,073
09/10  Outdoor Sports Complex - Flelds - 3,541 59 3,482 3,482
Permarent Skateboard/BMX Park - 52,318 872 51,446 51,440
Library Facillty . 35452 608 35,844 35,844
Centennla) Ree Center - 35,670 595 3507 35,076
Parklng Expanston at CRC . 3802 63 3,740 3,140
Margee Slgn at CCC . 103,003 1,717 101,286 101,286
Agualics Center Landseape Conversion . 90,632 4,532 86,160 86,100
Aqualles Center - 76,650 3,893 12,818 12,818
Dapot Straat Parking lot - 40373 2,019 38,354 38,354
Thied Street/Monterey Parking Lot 145,768 7,788 138,480 138,480
donterey Road parking lot . 61,859 3,083 58,766 58,766
Thied Steoet Parking 103,350 5,168 98,183 98,183
County Courthouse 868,053 43,403 §24,650 624,650
08/00  Sports Complax-Aquatles - 85,992 7,166 78,826 78,826
Qutdoor $ports Complex-felds 70443 382 7.6 1,621
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07/08

06/07

05/06

Permanent Skateboard/BaX Park

Uibrary

Centeanta! Receeation Center

Parking Expansion at CRC

Flteess Espansion Qpportunitias

Marquee $ign at CCC

Depot Stregt Parking Lot

3rd StfMonterey Perking Lot
tonteeey Road Parking Lot
Third Siceet Parking
Assodiated Concrate.

Hamilton Propertyf17575Monterey

County Courthouse
Sparls camplex aquatied

Quidoor sports complex fields

£ Tore Youth Center
Ubrary

Centennlal Ree Centee
Dopht Street Parking

Swing Property/Vacant lot/Caprl {cliy}
Hamilton Propertyfi7575Monterey

Soccer Compley
Sports Complex -Aguratics
Sporls Complex -Flelds

tndoor Rec Center [CRC)

Depot Street Parking
Public Parking Lots
Soccer Complax
Traln Depot Bullding
Property Based Imgrovement Dlstrlct

Indogr Ree Canter

Soccar Complex

Spords Complex -Aquatles
Sporls Complex -Flatds
Sports Complex - Aquatics
Aquatic Complex

3,081,570

300000
308,300

29,

579,750
258,502
53,327
74,073
45,404
9,453
1,585,433
125,464
30,559
175

29,550
5,286
264,880
4,715,208
25,750
15,695,000
55,287
9259

475,548

10,100
113,382
2,046,890
4,868,886
36,044
260

3,643
2,290
27,594
16,483,700
3,216
124,469
415
57,540
688,520

28,968
12525
2,666
3,104
242
768
132,10
10,455
2,547
15

2463
352
26,488
352,934
2479
1,324,589
4,601
10651

.

55401

1,178
17,007
238,804
568,037
5,407

42

425

267
4,139
1,969,765
429
20,145
55

9,590
114,753

550,763 550,763
uSST uUsSN
50,661 50,661
70,369 70,369
45,984 45,984
8,665 8,665
1453313 1,453,313
15009 18,009
8,012 28,012

160 160

: 3,081,570
27,088 17,088
494 4,93

0BAN 238,392
43R 4N
WL I
14,570,481 \ 14,570,481

50,680 % 50,680
0,648 80,648
300,000

420,067 628,367

8522 8,922
46,375 96,375
1,808,085 1,808,086
4300849 4,300,349
30,637 30,637
238 238

3,218 3,218
2023 1023
23,455 23,455
14913935 14913935
2,787 3,187
103,74 103,724
360 360
47,950 41,950
573,767 573,767
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04/05

03/04

02/03

01/02

00/01

93/00
97/98

95497
85/96

91/92
13/

Sgccer Complex

Sports Complex -Aquatics
Community Center
County Courthoyse
Soccer complex

Sports Complex - aquatics
Sogcer complex

Aquatic Complex

Public Parking Lots
Community Re¢ Facllity
Sogcer complex
Community Center
Community Playhouse
Community Center
Soccer complex

Sports complex - Aquatics
Aquatlc complex

Comm Indoor Rec Center
County Courthouse
Sports Complex - Aquatics
Sports Complex - Flelds
Aquatic Complex

Indoor Recreatlon Center
Public Parking Lots
County Courthouse
Soccer Complex

Litrary

Temple Emmanuel
Gunderson Praperty {CRC)
Commurlty Center

MH School Project

4th Street Property fast
Morgan Fill Schog) Project
Dagot Commons

Skeels Hotel

Depot Center

Leased to SC Houslng 50 yrs

Total Building & Land Improvement

* Difference of 357,028 1s depreclatlonin FY 10/11

3,221,513

76,650
1,147
200
100,000

5,100,000
327,650
1,003,100

25,000

5,502,340

267,120
9,345

6,960
991,089
44,393

4,615
9,599,820
833,950
74,794
13,185
186,804
it
853,168
13,309
142,551
3

30,872
2,556,156
22,166

8,293

238,188
128,561

38,366
14,502

12,826
15,653
16,184
267,120

31,433,427 7V 70,653,665

23-

1,160 5,800 5,800
198,218 792,871 192,871
8,879 35,514 35,514

- . 3,221,513

923 3,692 3,692

2,239,958 7,359,862 7,359,862
180,691 653,268 653,269

18,699 56,096 56,096
3,286 9,889 9,389
40,474 146,330 146,330
11 . -
199,073 654,005 654,095
3,115 10,234 16,234
33,262 109,289 109,289
3H . -
- . 76,650
. . 1,147
200
. . 100,000
6,689 24,183 24,183
596,767 1,959,389 7,059,389
5911 16,255 313,905
- . 1,003,100
2,211 6,082 6,082
. . 25,000
59,863 178,325 178,325
29,998 98,563 98,563
. . 5,502,340
14,325 24,561 24,561
5,894 8,698 8,698
6,156 6,770 6,770
8,311 8,342 8,342
8,536 7,648 7,648
151,368 115,752 382,872

345

N . ) INS_-L“,_
C 8,879,104 ?{m.m,szlw
N
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Attachment 2—

Schedule 2

C4T¥ QF MORGAHN HilL

MORGAN HILL ECOHOMIC DEVELOPMENT COAPCRATION

FIXED ASSETS

Asof Februaty 01, 2012

Atcumutaled Book Value Tola!
Option to Depraglation  Improvements  Book Value

.. i Addeess . Dasiription Purchase Land Impriverents G2/01/12 02/03/1 02/01/12
* 726-12-033 55 E4th 5t Vatant (house went to Parsh 147,000
* 37613038 1 EMontereyRd Vacant - -

v Pe-13039 1IN0 Nonteiey Single family residenca . .
V72613040 117280 Monterey Liquar store 945,380 504,051 52,319 456,731 1,402,411
726-14M3 17340 Monterey Fotket park o .

* 226-14-014 1738017350 Monterdy Henckea, 320,000 1,049,567 142,858 906,702 1,226,200
¥ 726-14-015 30ESecond Heatken, Third St parking 125,464 12,895 112,569 112,569
Y O726-14-005 2 ESecond St Parking betveeen 15t and 2nd - . ' . .
' 726-14-026 2 E Second St Parkirg between 15t and 2n¢ . ' .
v 726-14-028 [17420-11 7440 Monterey Granada Thealre 2,442,336 503,326 1,833,010 1,939,010
* 726-14019 17456 Monterey Buiding, Swing 1,336,686 188,538 1,154,748 1,154,748
172614910 17400 Montorey Doveatown mall 4,500,000 §40.591 3859408 3859409
+ 726-144031 2 Downtovm Mall Parking Parking between 15t and 2nd 1,700,000 . . 1,700900
* 15-14032 SDEFkst Duplax Just past parking kot . 744,001 101,276 642,795 642,755
t 736154071 17295 Butterfield Cal Train Facifity 620,32) 859,83 512,859 MESIT 976,319
¥ 12615471 17195 Butterfiald Covrthouse Piaza 882,282 . . . 832,882
* 72613033 Vacant 56 £ Fourth St Land held for ressle 73,48 - 1,049
¥ 226-14-001 BocksmartfUagas Investors  Option, not awrership 1,705,000 . 1,705,600
Tolals 1,705,000 -4548,633 11,567,071 2,143,101 9418863 15672602

* Teanslerred from ROA 03/24/11

1 Purchased as a block §1,454,431 15,672,602
2 Purchased as a block $5,700,000 plus escrow (1,705,000}
{71.049)

13,896 553
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/4?"“';” o CHTY MAHAGER'S OFFICR
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August 2, 2012

Mr. Steven Mar, Chicel, Local Goveriiment Audits Bureau
State Condroller's Office

Division of Audits

0. Box 942850

Sacramento, CA  94250-5874

Also delivered clectronienlly
Re: Roview of Asset Transfers by Morgan Hill Redevelopment Agency
Dear Mr, Mar;

The City of Morgan Hill appreciates the opportunity to comment on your division’s draft “Assel Transfer
Review" of the former Redevelopment Agency (“Drafl Review™), The City has a number of commients,
which fotlow the same order as the draft repor! you sent us on Monday, July 23,

Background and Resorvation of Rights

As a factual background, most of the assets outhined in the Draft Review were transferred to the City at a
time when what beeame ABX1 26 was but a gleany in the Governor's eye and when the initial legislation,
ADB 101 (which the legisiature never did pass) had not even been introduced, Many of the transfers,
particularly the governmental purpose assets (such as recreation cenlers, lbravies, roads and public
parking lots}, were part of the norial practice of redevelopment agencies under the former
Redovelopment Law, where the Agency assisted with the development of public improvements and then
transferred such assets to the City., All of the transactions diseussed in the Review were in fact legally
made, but are now retroactively deemed *unallowable” without conslderation of {he individual
circumstances of the various agencies siatewide,

Given the factual circumstances outlined above, the Cliy makes a general objection to the “retroactive”
nature of (he asset review conducted by the Controller andl its authority to order the return of assets, The
City does not waive any theorles of legal challenge to the legality of this review and proposed orders.
Where the Draft Review points out that “the porpose of the asset iransfers was to protect redevelopment
agency resources from the dissolution of the RDA,” the City only answers that there was no “dissolution”
al the time of the transfers and, even if (rue, such transfers were legally made pursuant to the
Redevelopment Law still in effect at the time,

Inthe Tollowing conunents, the City agrees with the Controller’s conclustons In many Instances (with the
caveat of the general protest). In other instances, these comuments point oul the circumstances unique to
Morgan Hill that would legally justify the transfers even in light of the ABX1 26 and AD 1484 schemes,

Comments Relating €o Finding I (Transfers to City)

Draft Review Finding 1, I bullet, page 4: “In February and March 2011, the RDA transferved capital
assets of 883,207,248 In land and Improvements to the Cliy ... the RDA was not allowed to (ransfer
physical assels or cash to a public agency gfier Jannary 1, 20117
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Conmment; Agree in part. The transfers of capital assels were not unlawful at the time they were
made, They were legally documented; and were approved In an open, noticed public meeting.

We do agree, however, that the legal transfers of capltal assels are subject to vetroactive
invalidation and, {o the extent such transferred assets have not been commiited to third parties,
they are subject to claw back per ABX1 26. Thercfore, the City will return the capital assets to the
Successor Ageney for subsequent disposition or transfer to the Clty as directed by the Oversight
Board,

Draft Review Finding 1, 2 bullet, page 4: *On February 24, 2011, the RDA transferred $2,430,000 in
cash to the City for future capital improvements and replacement costs for all building sysfems and
equipment for all RDA capital assets that were fransferred ... the RDA was not aftowed to transfer
Physical assels or cash to « public agency afler Jamiary 1, 2011,

Comment: The transfers of cash were not wnlawiul at the time they were made. They were legally
documented; and were approved In an open, noticed public meeting, We do agree, however, that
the fcgal transfers of cash are subjecl to retroactive invalidation and, to the oxtent such transferred
assels have not been committed to third parties, they are subject to claw back per ABX1 26, Of
the $2,430,000 transferred, the amount of $186,923 was tho RDA’s obligation for FY 11-12,
which has now been discharged. Therefore, the City will returu o the Successor Agensy all but
$186,923 of the $2,430,000. The Successor Ageney will, in turn, convey the cash to the County
Auditor-Controller for disbursement to the underlying taxing jurisdictions as dirccted by ABX !
26,

Draft Review Finding 1, 3 bulter, page 4: "On lebruary 24, 201, the RDA transferred $2,002,000 In
cash to the City for advance payment to prepay the lease ... of space to house the RDA/Successor Agency
o The Clty Is required to return the entire amount back to the Successor Agency for disposition because
the calenlation did not refleet the amount of time used by the RDA. The Successor Agency is directed fo
use ils authorily ... to revise the lease and calewlate the revised anmmalized lease payments that showld
have been made the by the RDA ... and which should be made by the Successor Agency ... Suel payments
are required (o be included on a Recognized Obligations Payment Schedule (ROPS) and approved for
payment by the Department of Finance, "

Comment: Agree in part, ‘The Cily agrees that the lease contract Is subject 1o the retronctive
invalidation of contracts between the former Ageney and the Clty (H&S §34178()). ‘The City
disagrees, however, with the Draft Review's dircetion fo “use its (Successor Agency’s) authority
-+s to revise the lease and caleulate the revised annualized lease payments that should have been
made by the RDA ,..."

While the Controller has the statutory authority to order the return of assets, he is without
authority to diclate the nature or amount of enforceable obligations, The Oversight Board (with
approval by the Department of Finance) has the authority to approve the re-entering of the lease
agreement (H&S §34178(a)). 1t is also notable that under AB 1484, the Successor Agency has the
additional authority 1o create enforceable abligations to conduct the work of winding down the
Redevelopment Ageney (H&S §34177.3(b)).

Even if the Controller has some authorily to order the revision of the lease payment amount, the
suggested method of lease caleulation is based on faulty assumptions, The annual lease amount of




Oversight Board of the
City of Morgan Hill
Resolution No. OB-009
Page 48 of 53

Mr. Steven Mar, Chiel
August 2, 2012

Page 3

$154,000 is ticd to a portion of the annual debt service the City pays to bondholders who financed
construction of the office building that the former RDA and, now, the Successor Agency occupies,
The building and the bond issue that financed it were sized on the reasonable assumption that the
former RDA would be occupying an agreed-upon portion of the building based on what the RDA
wauld need for the purposes of implementing the former RDA's Redevelopment Plan, The
disappearance of the RDA doces net imply the disappearance of the obligation of the Successer
Agency to continue to pay the City Tov the costs it incurred ln paying for the RDA’s planned share
of the space in the building, It is not unusual in contmercial leasing that the tenant is obligated to
pay & lease amount and commit (o a lease terin that would compensate the landlord for (he costs of
constructing and {mproving Jeased space to suit the needs of the tenant, Just because the tenant,
during the term of the lease, no longer needs the same space as contemplated at the time of the
making of the lease does not obligate the landlord to adjust either the amount or the term of the
lease. Ncither is it unheard of for the tenant to prepay a lease for years in order to compensate the
landlord upfront for the cost of the improvements of the tenant space,

Draft Review Finding 1, 4" buller, page 5: "On February 24, 2011, the RDA transferred $977,000 in
cash te the Clty for advance payment for the reconstruction of RDA-owned parking lots. To accomplish
this transfer, the Ciiy and the RDA entered into an agreement ..., the RDA was not allowed to transfer
physical ussets or cash fo a public agency afier January 1, 2011."

Comment: Agree in parl, The transfers of land and eash were not untawful at the time they were
made. They were legally documented; and were approved in an open, notlced public meeting,
We do agree, however, that the legal transfers of assels are subject to retroactive invalidation and,
1o the extent such transferred assets have not been committed to third parties, they are subject to
claw back per ABX1 26, The City will return the $977,000 of cash to the Successor Agency and
ask the Oversight Board to consider appraving a transfer of ownership of the former RDA-owned
parking lots to the City,

Draft Review Finding 1, S" bullet, page 5, 1*' sentence: “On March 7, 2011, the RDA transferred
81,300,000 in cash to the City for an unfinded advance Public Employee Rettrement Systent (PERS)
obligation.”

Conmment: Agree,
Finding, ¥ 4 sentence: “This amonnt was never budgeted, appropriated, or encumbered by the RDA. "

Comment: Disagree. The Redevelopment Agenoy Board authorized the transfer at Its meeting of
Janwary 26, 2011, and amended the FY 10-11 RDA bwdget to reflect the transaction ad its meeting
of Aprii 20, 2011,

Finding, 3 sentence: "While the RDA Is Hable Jor its actual share of the PERS obligation, there Is no
accurate documentation calewdating the actual amount of this ebligation.

Comment; Disagree, City stall provided the State Conlroller’s Office with detailed calculations
underlying the $1.3 millien unfunded acerued aciusvial lability -- caleulations at a level of detail
that even CalPERS itself was, and is, ineapable of generating, Staff also provided proofto the
State Controlter's Office auditors that the $1.3 million had been paid to CalPERS.
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Finding, 4" & 5™ sentences: "The Sull amownt should be returned to the Successor Agency and the Clty
may re-bill the Successor Agency for the actual amount of costs incurred on behalf of the RDA, The bill
Is reqedred fo be included on a ROPS and approved for papment by the Department of Finance, "

Comment: Disagree. The pension payments made o CalPERS (a third party) were made to satisfy
pension obligations that had already been incurred for the peried of the employment of RDA
employees priot to (he enactment of ABX1 26. So, the order to transfer back and place such
obligation on the ROPS is both unsupported by taw and impossible (o do. First, #he Controller has
the power to order the transfer back of assets only iff the City “is not conlractually committed (o n
third party for the expenditure or encumbrance” (H&S §34167.5). Pension obligations were in
fact an incurred obligation to a third party beyond the Controller's power to claw back. Second,
nothing in cither ABX | 26 or AB 1484 requives the City as Successor Ageney to place on g
ROPS—years afier it has already been incurred and pald—a payment obligation made In good
faith prior to the enactment of ABX 1 26, Third, it is impossible {o return the funds to the
Successor Agency, beeause the City does not have them; CalPERS docs, Nothing in the law
requires, and in fact it would be unconstitutional to require, the City to pay to the Suceessor
Agency moneys from other funds of the City, Therefore, we respectfully request that your
division remove this finding altogether, If you need another copy of the detailed ealeulations,
please ask the City's Finance Direclor or Assistant Finance Director.

Draft Review Finding 1, 6" buflet, page 5, I* and 2 sentences: “On March 7, 2011, the RDA transferred
3391,050 in cash to the City for the purpose of paying Unemployment Insurance elaims for RDA staff who
were laid off. The City used the highest salary to determine the estimate antownt {o be pald into the
unemployment fund. "

Comment: Agree, but please change “salary™ to “weekly benefit” in this sentence, Every affected
cmployee carned a high enough salary to qualify for the maximum unemployment benefit under
Federal Jaw.

Finding, 3" sentence: “This amount was never budgeted, appropriated, or encumbered by the RDA. ™

Comment: Disagree. ‘The Redevelopment Agency Board authorized the transfer at its meeting of
January 26, 2011, and amended the FY 10-11 RDA budget to reflect the transaction at its mecling
of April 20, 2011,

Draft Review Finding 1, 6" bullet, remaining sentences; “While the RDA is liable for its actual share of
Unemployment Insurance clatis, there Is no documentation calenlating the aetual amount of this
obligation. The full amownt should be returned to the Siccessor Agency and the City may re-bill the
Successor Agency for the actual amonni of costs incurred on behalf of the RDA, The biil Is required to be
included on a ROPS and approved for payment by the Department of Finance. "

Comment: Agree in part. As you point out at tho top of page 2, “By law, tlic State Controller is
required (o order that such assets, excep! those that already had been committed o a third party
prior to June 28, 2011 (effective date of ABX1 26), be returned ...." (Emphasis added)
Obviously, unemployment benefits were committed to both EDD and the laid-off RDA staff prior
to June 28. Finally, as nofed in the section immediately above, Section 34171(d)(1)(B) defincs
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unemployment payments as caforceable obligations, similar to pension payments. Indeed, laid-off
employces are still collecting unemployment benefits as of this writing, and may continue to do
so—up to the maxifnum of 99 weeks authorized under Federal law, Therefore, the city will return
all but the $31,310 expended on unemployment benefils already recelved by former RDDA staff
through March 31, 2012, plus the (not yet known from EDD) amount claineed by those former
employees since then, For fifure unemployment claims, the Clty wil] take the recommended
action and put them on a ROPS for approval,

Comments Relating to Finding 2 (Transfers to the MHEDC)

Draft Review, Finding 2, Entire Finding: In sum, the Finding is that because “it appears the purpose of
the fransfers was fo protect RDA resaurces fiom the elimination of the RDA and because the MHEDC is
“an agency described under H&S Code Section 34167.10" that the transfers to the MHEDC are
unallowable,

Comment; The MHEDC is a bona fide independent corporation and is NOT a “eity” under H&S
§34167.10. The motivations of the City Council for creating the MHEDC, which the Draft Report
suggests may have included the profeetion of RDA assets from RDA dissolution, are irrelevant to the
analysis of whether the transfor is legal and allowable or whether the transfer s subject to the
Controllet’s power to “claw back’ the assets.

1. The MHEDC is & bona fide corporation and nof a “eity” or an agency of the Clty.
) ¥ ¥

It cannot be disputed that the MHEDC is a duly incorporated domestic corporation of the State of
Californin, organized uncler the Nonprofit Public Benefit Corporation Law for charltable purposes,
and specifically for the primary purposes of providing “physical, cconomio and educational
development, redevelopment and revitalization efforts with the City of Morgan Hill . . . (Articles
of incorporation, MHEDC). Even though it was first created by the City, it is organized and
operated as a corporation wholly independent of the City:

* Under its bylaws, as amended at a duly organized meeting of the Corporation on March 7,
2012, the board of directors consist of 5-7 members;

¢ Only a maximum of 2 members muy bo sliting members of the City Council (MHEDC
Bylaws Scction 4.03(b)) and, therefore, the mafority of the Board members are always
non-City Couneil members independent of the City’s control;

* The Board holds its meetings at a time and place different nnd apart from City Couneil
meetings;

* The Boatd has hired its own legal counsel;

* The Board has obtained insurance covering MHEDC assels; and

The Board has made the necessary filings with the Internal Revenue Service,

-

As such, the MHEDC fhils 1o meet the definition of a “city™ under 11&S §34167.10:

*  According to the Cily's independent auditor, the MHEDC is not a component unit of the
City since March 7, 2012 when its bylaws were amenced, for reporting purposes or for the
purposes of its comprehensive annual financial roport. Therefore, the MHEDC does not
meet the definitions of a city under H&S §34167.10(a) (1) or (2).
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*  MHEDC does not meet the definition of o “city” under H&S §34167.10(x)(3) (“any eatity
which is controlled by the ¢ity ., ). -

o Other than certain reporting and use requirements regarding the assets transferred
to the MHEDC pursuant {o then existing Redovelopment Law and an Operating
Agreement dated March 8, 2011, the MIEDC boawd has complete control and
discretion over its own assels, operation, revenues and expenditures. Other than the
initial seed funding comprised of assets transferred by the RDA, the City is not
obligated, and has no intention, to further support or contribute (o the MHEDC,
The MHEDC has conirol over its operation, expenditures and revenues, The
MHEDC has its own corporaie powers 1o raise lls own revenues.

o Allassots of the MHEDC are held in the corporation’s title, The City has no
ownership or control over MHEDC assels, inciwding the assels teansferred to the
MHEDC,

¢  The MHEDC has an independent board having no more than 2 City Couneil
members {out of 5-7 board members) and its boundaries are not colerminous with
that of the former RDA (the MHEDC covers the entire City of Morgan Hiil, which
is lnrger than the former Redovelopment Area).

o Bven though the City did form the MHEDC, the clear intent from the outset of the
Corporation was {o create an independent corporation.

o The MHEDC’s purpose is to improve “Ihe physical, economic and educational
development, redevelopment and revitalization efforts within the City of Morgan
Hil™, which are not the customary functions performed by munleipalities through
levies of property taxes, 1t should bo noted that such Tunctions were some of the
functions of the former RDA, but the RDA was not « “municipality” (it was an
agency of the State) and had 1o power to levy property taxes. The historical and
customary functions of the City are public safety, health & welfare and land use.

o The City provides administrative and business support for the MHEDC only
thraugh an executed agreement for reimbursement of such expenses by the
MHEDC to the City, as a lemporary measure until the MHEDC may hire its own
stafl. The City does nol assume the expense of normal daily operations of the
MHEDC,

The MHEDC is not a city and the transfers {o it by the RDA under former Redevelopment Law

ate nllowable, even if “it appears that the purpose of the asset lansfer was (o protect RDA
resources from the elimination of the RDA

Itis well established rule of judictal interpretation that “the possible improper motivations of the
Logislature or fts members in passing legislation arc immaterial to questions involving the validity
of such legislation” Cownty of Los Angeles v. Superior Conrt, 13 Cal.3d 721, 728 (1975).
Therefore, in looking at whether the transfers from the RDA to the MHEDC were pormissible, a
cowt will nof delve into the motivations of the former RDA board when it adopted the logistation
1o transfer assts. it would be irrelevant whether the RDA’s purpose was to “protect RDA
resources” as long as the MHEDC is a bona fide corporation to which the RDA could legally
transfer assets under the then existing Redevelopment Law.,

In City of Cerritas v. Cerritos Taxpayers Assn., 183 Cal.App.dth 1417 (2010), the court of appeal
upheld an arrangement in which the Cerritos Redevelopment Ageney transferred land and
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finaneial assets to a nonprofit corporation formed by the Clty of Certltos so that the nonprofit
cotporation could develop low and moderate income housing. In that caso, the Cerritos Taxpayers
Assn contended (hat the City created the nonprofit corporation only to escape the requirement
under Article XXXIV, §1 of the California Constitution that a majority of voters mwust approve the
canstruction of low income housing by anp state public body, ‘The association contended that the
ironprolit organization was merely n “shell corporation” controlled by the City and Agency
Intended to skirt the voter approval requivement of publie agency housing projects, The court
observed that the nonprofit board members were the same membets as the ity council, though the
city fnlended o transition into a permanent board of members of the public, Bven with such
observation, the court held that the corporation is a private corporation and the housing project it
will construct is “privately owned™ and not subject to the voter requirement of a public housing
project, The court held; :

“We are not at liberty to ignore the corporation's status; it has n *genuine separate exislence”
from the City and Agency, so “it does not matter whether or not the City *essentially controls'
Cuesta Villas [the nonprofit organization]. . . . The City and Agency have avoided the voter
approval requirement of Article XX X1V, but the law permits what has beei done,”

So here, the Controller camnot simply ignore the separate exisience of {he MHEDC from the City,
whether under corporate law or under the tests of H&S §34167.10(a), Even if the purpose of
creating the MHEDC was to protect RDA assets, the law {at the time {hat the EDC was formed)
permitted what has been done. Based on both 11&S8§34167.10(a) anct on case law, the Controller
cannot order the City to “dircet the MHEDC (o reverse the transfer” of assels when the City has no
control over the independent decision of the MHEDC, a bona fide nonprofit corporation,

Again, thank you for the opportunity to conumnent on your drafl report. We specifically ask you to
willidraw or modify speeificd findings as deseribed above. We would appreciate an opportunity to review
and comment upon your subsequent drall. If no changes are made, we request thal these comments be
inciuded, in their entirety, in the final report,

Sincerely,

J. Edward Tewes
City Manager

¢ Betty Moya, Audit Manager
Moises Lawel, Audit Manager

PASuccessor Agency\Morgan Hll Comments On Conlrotler Rraft Review OF RDA Assel Transfers.[ocx




Oversight Bowrd of the
City of Morgan Hill
Resolution No. OB-009
Pagz 33 of 53

State Controller’s Office
Division of Audits
Post Office Box 942850
Sacramento, CA 94250-5874

http://www.sco.ca.gov

S12-RDA-901




